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| Strengthening Audit Integrity
Safeguarding Financial Reporting
A U D I T  R I S K  A L E R T S
Notice To Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended to
provide auditors of financial statements of dealerships with an
overview of recent economic, industry, regulatory, and professional
developments that may affect the audits they perform. 
This publication is an Other Auditing Publication as defined in
Statement on Auditing Standards (SAS) No. 95, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec.
150). Other Auditing Publications have no authoritative status;
however, they may help the auditor understand and apply the SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or her
judgment, it is both appropriate and relevant to the circumstances
of his or her audit. This publication was reviewed by the AICPA
Audit and Attest Standards staff and published by the AICPA and is
presumed to be appropriate. This document has not been ap-
proved, disapproved, or otherwise acted on by a senior technical
committee of the AICPA.
Linda Delahanty
Technical Manager
Accounting and Auditing Publications
Copyright © 2003  by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting
permission to make copies of any part of this work, please call the AICPA
Copyright Permissions Hotline at (201) 938-3245. A Permissions Request Form
for e-mailing requests is available at www.aicpa.org by clicking on the copyright
notice on any page. Otherwise, requests should be written and mailed to the 
Permissions Department, AICPA, Harborside Financial Center, 201 Plaza
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Auto Dealership Industry
Developments—2003/04
How This Alert Helps You
This Audit Risk Alert is intended to help you plan and perform
your dealership audits. The Alert addresses current industry de-
velopments and emerging practice issues and provides informa-
tion on current auditing and accounting developments.
Although this Alert focuses on the automobile dealership, the
topics discussed often can be applied to other types of dealer-
ships, including boats, heavy trucks, farm machinery, and recre-
ational vehicles. The knowledge delivered by this Alert assists you
in achieving a more robust understanding of the business and
economic environment your clients operate in. If you under-
stand what is happening in the dealership industry and you can
interpret and add value to that information, you will be able to
offer valuable service and advice to your clients. This Alert assists
you in making considerable strides in gaining that industry
knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert —2003/04.
Professional Issues
Effects of the USA Patriot Act on Dealers 
On October 26, 2001, President Bush signed into law the “Unit-
ing and Strengthening America by Providing Appropriate Tools
Required to Intercept and Obstruct Terrorism (USA PATRIOT)
Act of 2001” (the Act). This law, enacted in response to the ter-
rorist attacks of September 11, 2001, was intended to strengthen
our nation’s ability to combat terrorism and prevent and detect
money laundering activities in all “financial institutions.” 
1
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The definition of financial institution includes a “business en-
gaged in vehicle sales, including automobile, airplane, and boat
sales.” Broad authority to develop anti-money laundering regula-
tions was delegated to the Treasury Department. 
Unless exempted by regulation, financial institutions must estab-
lish an anti-money laundering compliance program, including, at
a minimum:
• The development of internal policies, procedures, and
controls
• The designation of a compliance officer
• An ongoing employee training program
• An independent audit function to test procedures
Although automobile dealerships meet the definition of busi-
nesses engaged in vehicle sales and are therefore subject to the
anti-money laundering program requirements, in April 2002 and
November 2002 the Financial Crimes Enforcement Network
(FinCEN) agency of the Treasury Department temporarily ex-
empted certain financial institutions, including vehicle sellers,
from the requirement to establish an anti-money laundering
compliance program. This exemption gives the Treasury Depart-
ment time to study the affected industries and consider the extent
to which anti-money laundering program requirements should
be applied to them. Because vehicle sellers constitute a significant
percentage of total gross domestic product in the United States,
dealerships play an important role in the U.S. economy. The fol-
lowing is a listing of the issues for comment included in an “ad-
vance notice of proposed rulemaking” (published in the February
24, 2003 Federal Register):
• What is the potential money laundering risk posed by ve-
hicle sellers? Do money laundering risks vary by (1) vehicle
type (e.g., boat, airplane, automobile); (2) market (whole-
sale vs. retail); or (3) business line (international sales, sales
to governments)? [For automobile dealerships there is a risk
of money laundering when a cash purchase is made for a vehicle.
2
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3The risk, however, is minimized by the existing requirements
to report cash receipts in excess of $10,000 on Form 8300. 1] 
• Should vehicle sellers be exempt?
• If vehicle sellers, or some subset of the industry, should 
be subject to the program requirements, how should the
program be structured?
• How should a vehicle seller be defined? Should there be a
minimum threshold value in the definition? Should it 
include wholesale and retail sellers? Should sellers of used
vehicles be included?
• Do vehicle sellers maintain accounts for their customers? 
The purpose of requesting comments is to help FinCEN 
determine how to implement the requirements of sections 352
and 326 of the Act with respect to vehicle sellers. This advance
notice of proposed rulemaking does not say if a regulation may be
issued, or what form it will take. Written comments were due in
April 2003. Be alert for additional developments on this topic. 
Economic and Industry Developments 
With over 19,700 franchised automobile dealerships in the
United States, the sale of vehicles continues to constitute a 
significant portion of the U.S. economy, securing the importance
of the role dealerships play in the national economy and local 
communities as well. Dealership payroll accounts for 10 percent
of the nation’s total retail trade payroll.2 In auditing a dealership
you should be aware of the general economic, regulatory, and
professional developments that may affect your client. 
The AICPA general Audit Risk Alert—2003/04 contains a 
summary of general economic conditions. Keep in mind that
Statement on Auditing Standards (SAS) No. 56, Analytical 
1. Note that a new Form 8300 was effective after December 31, 2001. 
2. AutoExec magazine, NADA Data 2003 (May 2003), p. 48.
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Procedures (AICPA, Professional Standards, vol. 1, AU sec. 329),
requires the use of analytical procedures in the planning and 
overall review stages of all audits. Statistical information of the
type shown may be useful to auditors in applying the provisions
of SAS No. 56.
Dealership Results in 2002
Despite the poor performance of the U.S. economy in 2002,
franchised new car and truck dealers had a solid year. 
Total Industry Revenue
Total industry revenue reached more than $679 billion (down
from a record $690 billion in 2001); this is a one percent decrease
from 2001.3
New Vehicle Department
The new vehicle department contributed almost 35 percent to
total profit at the average dealership; this is a big jump from 25
percent in 2001. In the past, the new vehicle department was 
little better than a break-even operation. In 2002, more than 16.5
million new cars and light trucks were registered in the United
States.4 New vehicle floor plan expense has decreased mainly due
to faster turn rates spurred on by low interest rates and the many
incentives being offered, especially zero percent financing. 
Dealership Profits
Before 1998, dealership profits came mostly from the sale of used
vehicles and the service and parts department. The following
table shows the breakdown of dealership profits by department
over the past three years and the shift in profitability. 
4
3. AutoExec magazine, NADA Data 2003 (May 2003), p. 37. 
4. AutoExec magazine, NADA Data 2003 (May 2003), pp. 51 and 55.
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5Percentage of Total Dealership Profits 5
2002 2001 2000
New vehicle department 35% 26% 25%
Used vehicle department 17% 26% 22%
Service and parts department 48% 48% 53%
Used Vehicle Department and Service and Parts
In 2002, sales of new vehicles decreased by 1.8 percent from
2001 and used vehicle sales decreased 9 percent with total sales 
of 19.4 million used vehicles.6 The service and parts department
reached $83 billion, a four percent increase from 2001. 
Total profit at the average dealership decreased by just 0.5 percent
in 2002.
Consolidation of Dealerships 
The number of franchised dealerships continued to decline in
2002, but at a more moderate rate. Once again, this decline was
mostly in the small-volume franchised car dealerships. According
to AutoExec magazine, in 1983 dealerships with sales of fewer
than 150 new vehicles per year numbered 8,600. Today there are
only 2,390 such dealerships (this is down from 3,488 last year).
In contrast, today more than 6,900 dealerships sell more 
than 750 new vehicles per year, whereas only 3,500 such 
dealerships existed in 1983.7 The following table shows how
dealerships have changed over a 20-year period to the larger-
volume dealerships. 
5. AutoExec magazine, NADA Data 2003 (May 2003), p. 55; NADA Data 2002 (May
2002), p. 55; NADA Data  2001 (August 2001), p. 55.
6. AutoExec magazine, NADA Data 2003 (May 2003),  pp. 37, 42, 45 and 46.
7. AutoExec magazine, NADA Data 1995, p. 29; and NADA Data 1998 and NADA
Data 2003.
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Year Dealerships with < 150 Dealerships with > 750
new vehicles sold annually new vehicles sold annually
1983 8,600 3,500
2003 2,390 6,900
The Current Economic Environment
Although no single variable can determine how an industry will
perform over time, history has shown that many economic 
factors influence buying decisions, such as disposable personal in-
come; consumer confidence; the relationship between car prices,
the rate of inflation, and real wage growth; and the availability,
cost, and average maturity of consumer credit. Given the interre-
lationship of automobile sales and the economy, auditors of 
dealerships will benefit from having an understanding of general
economic conditions. 
SAS No. 56 requires the use of analytical procedures in the 
planning and overall review stages of all audits. The following key
statistics relating to the overall performance of the U.S. economy
may be useful to auditors in applying the provisions of SAS 
No. 56. 
• Gross domestic product (GDP)—which measures the 
output of goods and services produced by labor and 
property located in the United States—increased at a rate
of 3.3 percent in the second quarter of 2003. Some forecast-
ers estimate that GDP could be as high as 5 percent for the
third quarter with much increased optimism for economic
recovery in the United States. 
• Consumer confidence,8 a key predictor of household
spending, increased to 81.3 in September 2003, up from
77.0 in July. Forecasters believe this is due to an increased
optimism about the future of the U.S. economy. While
historically there is a strong link between consumer 
6
8. As measured by the Conference Board. See www.conferenceboard.org for 
further information.
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7confidence and vehicle sales, continuing incentives have
helped to keep sales strong. 
• Unemployment was down slightly in July 2003 to 6.2 
percent. Dealerships continue to play a major role in the
nation’s employment. In 2002 the payroll for all dealer-
ships combined represented 10 percent of the nation’s total
retail trade payroll. 9
• Interest rates have remained at historically low levels. The
federal funds rate (the interest rate at which banks lend to
each other overnight) was at a 45-year low of 1 percent in
September 2003. By the end of the third quarter 2003, the
prime rate (the rate many banks charge their top customers
and to which other interest rates are often linked) was at 4
percent. The prime rate has not been this low since 1959. 
The Local Economy
Auditors should be aware that significant local developments may
affect dealership performance. Plant closings and layoffs by major
employers can send local economies into a tailspin. Whenever a
dealership operates in an area that is experiencing economic pres-
sures, new car sales are also negatively affected. Certain regions
may also be vulnerable to economic downturns in major local in-
dustries, whereas other regions may be susceptible to various nat-
ural disasters. For example, the inclement weather kept many
consumers out of the showrooms in the first quarter of 2003; war
worries also contributed to a decline in sales; the blackout in the
summer of 2003 in the northeast caused many disruptions in the
production lines of vehicles, causing many manufacturers to
scrap some of the unfinished vehicles due to quality concerns;
and hurricane Isabel hit North Carolina. Events like these can af-
fect sales in both positive and negative ways. While the dealer-
ships damaged in the hurricane may experience a downturn in
sales, others will see an increase as many people look to replace
their lost vehicles. 
9. See footnote 2.
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Competitive Forces 
Dealerships continue to face competition from other indepen-
dent service stations trying to win over the service of vehicles
from dealerships. The profits from the service and parts depart-
ments contributed 48 percent to total dealership profits in
2002.10 As the quality of vehicles increases, dealerships are 
competing with independent service stations for fewer repairs.
Many dealers have made major investments in the service and
parts departments to help increase customer satisfaction. 
According to National Automobile Dealers Association’s NADA
Data 2003, 61 percent of dealers offered evening hours, weekend
hours, or both in 2002. In addition, with the improved quality of
vehicles, dealers are seeing a decline in the warranty business.
Whereas in the past poor vehicle quality was an opportunity for
dealers to extend warranties to help cover the repairs, now the
warranty work is starting to decline. 
Audit Implications
The increasing competition from independent service stations
generates more intense pressure on management to perform and
meet earnings and revenue expectations. Some specific matters
auditors should be concerned with when auditing a client subject
to intense pressures include the risk of material misstatement 
due to fraud, aggressive accounting methods, and internal 
control weaknesses.
Risk of Material Misstatement Due to Fraud. SAS No. 99, Con-
sideration of Fraud in a Financial Statement Audit (AICPA, Profes-
sional Standards, vol. 1, AU sec. 316), points out the following
factors that may indicate an increased risk of fraudulent financial
reporting at an entity:
• High degree of competition or market saturation, accom-
panied by declining margins
8
10. AutoExec magazine, NADA Data 2003 (May 2003), p. 46.
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9• An excessive pressure on management or operating person-
nel to meet financial targets set up by management, 
including sales or profitability incentive goals 
• Need to obtain additional debt or equity financing to stay
competitive
• Significant portions of compensation being contingent
upon achieving aggressive targets for stock price, operating
results, financial position, or cash flow 
When one or more of these risk factors is identified, professional
judgment should be exercised when assessing their significance
and relevance. Auditors assessing the risk of material misstate-
ment due to fraud should keep in mind that the presence of a risk
factor should not be considered in isolation, but rather in combi-
nation with other risk factors and conditions or mitigating 
circumstances. SAS No. 99 provides guidance to the auditor
when considering risk factors in assessing the risk of material 
misstatement of the financial statements due to fraud.
Aggressive Accounting. To achieve expected results or report 
improved financial results, management may adopt aggressive 
accounting positions. Auditors should be alert to aggressive 
accounting positions taken by management and determine
whether the accounting is appropriate under the circumstances.
Overriding Internal Control. Management of a dealership 
engaged in a severely competitive environment may aggressively
engage in transactions that bypass normal internal control. If 
auditors determine that there is a risk of this occurring, they will
need to take this into account in their consideration of internal
control and perhaps increase control testing.
Relationships With Factories
Auditors should pay attention to the factory11 -dealer relationship
because it can have a tremendous impact on the dealership. In 
effect, dealers just pass through a product from the factory to the
11. For the purposes of this section, the word factories is synonymous with manufacturers. 
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consumer. Without proper vehicles or new “popular” vehicles to
sell, dealers are at a disadvantage. In addition, the factories may
help dealers in areas such as financing. In a recent situation, the
financing arm of the manufacturer experienced some problems
and had to increase the rates it offered to the dealers’ customers.
This puts those dealers at a disadvantage as customers may
choose other vehicles with lower financing. 
In some cases, adverse relationships may affect the dealership’s
ability to continue as a going concern—for instance, if the fac-
tory discontinues a certain brand of vehicle that plays a large roll
in the profitability of a dealership or if a dealer cannot meet 
customer demands because it is unable to obtain certain types of
vehicles from the factory. In reviewing such relationships, 
auditors should be aware of their responsibilities pursuant to SAS
No. 59, The Auditor’s Consideration of an Entity’s Ability to 
Continue as a Going Concern (AICPA, Professional Standards, 
vol. 1, AU sec. 341). SAS No. 59 says that ordinarily information
that significantly contradicts the going-concern assumption 
includes the inability to continue to meet obligations as they be-
come due without substantial disposition of assets outside the or-
dinary course of business, externally forced revisions of
operations, or similar actions. Auditors also should consider
whether management has made appropriate financial statement
disclosures of concentrations in the available source of supply
materials pursuant to Statement of Position (SOP) No. 94-6, 
Disclosure of Certain Significant Risks and Uncertainties.
Audit and Accounting Issues and Developments
The following standards should be considered when 
auditing dealerships: 
• SAS No. 22, Planning and Supervision (AICPA, 
Professional Standards, vol. 1, AU sec. 311), states that,
when planning an audit, the auditor should consider other
matters, such as accounting practices common to the in-
dustry, competitive conditions, and if available, financial
trends and ratios. 
10
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• SAS No. 96, Audit Documentation (AICPA, Professional
Standards, vol. 1, AU secs. 312, 329, 339, and 341), pre-
sents revised guidance regarding the objective, nature, and
extent of documentation required for compliance with
SASs. In particular, this SAS amends SAS No. 56 to in-
clude additional documentation when an analytical proce-
dure is used as the principal substantive test of a significant
financial statement assertion. 
• SAS No. 99, Consideration of Fraud in a Financial State-
ment Audit (AICPA, Professional Standards, vol. 1, AU sec.
316), indicates that the presence of a high degree of com-
petition or market saturation, accompanied by declining
margins, may indicate an increased risk of fraudulent fi-
nancial reporting. Keep in mind that when risk factors are
identified, professional judgment should be exercised in as-
sessing their significance and relevance (see SAS No. 99
and the Appendix to this Audit Risk Alert for a list of fraud
risk factors). 
• Auditors should also keep in mind their responsibilities
under SAS No. 59, The Auditor’s Consideration of an 
Entity’s Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1, AU sec. 341). SAS No. 59
discusses the auditor’s responsibilities with respect to 
evaluating whether there is substantial doubt about an en-
tity’s ability to continue as a going concern. Some external
matters cited by SAS No. 59 that indicate there could be
substantial doubt about the entity’s ability to continue as a
going concern when considered in the aggregate include
loss of a key franchise and loss of a principal customer 
or supplier.
Consideration of Fraud in Dealership Engagements 
SAS No. 99, Consideration of Fraud in a Financial Statement
Audit, is the primary source of authoritative guidance about an
auditor’s responsibilities concerning the consideration of fraud in
a financial statement audit. SAS No. 99 supersedes SAS No. 82,
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Consideration of Fraud in a Financial Statement Audit, and
amends SAS No. 1, Codification of Auditing Standards and 
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 230,
“Due Professional Care in the Performance of Work”). SAS No.
99 establishes standards and provides guidance to auditors in 
fulfilling their responsibility to plan and perform the audit to ob-
tain reasonable assurance about whether the financial statements
are free of material misstatement, whether caused by error or
fraud, as stated in SAS No. 1 (AU sec. 110.02, “Responsibilities
and Functions of the Independent Auditor”). (SAS No. 99 also
amends SAS No. 85, Management Representations [AICPA, 
Professional Standards, vol. 1, AU sec. 333].) SAS No. 99 is 
effective for audits of financial statements for periods beginning
on or after December 15, 2002, with early application of the 
provisions permissible. 
There are two types of misstatements relevant to the auditor’s
consideration of fraud in a financial statement audit: 
• Misstatements arising from fraudulent financial reporting
• Misstatements arising from misappropriation of assets 
Three conditions generally are present when fraud occurs. First,
management or other employees have an incentive or are under
pressure, which provides a reason to commit fraud. Second, 
circumstances exist—for example, the absence of controls, in
effective controls, or the ability of management to override 
controls—that provide an opportunity for a fraud to be 
perpetrated. Third, those involved are able to rationalize commit-
ting a fraudulent act.
The Importance of Exercising Professional Skepticism
Because of the characteristics of fraud, the auditor’s exercise of
professional skepticism is important when considering the risk of
material misstatement due to fraud. Professional skepticism is an
attitude that includes a questioning mind and a critical assess-
ment of audit evidence. The auditor should conduct the engage-
ment with a mindset that recognizes the possibility that a
material misstatement due to fraud could be present, regardless of
12
ARA_AUTO.qxd  11/18/2003  11:26 AM  Page 12
13
any past experience with the entity and regardless of the auditor’s
belief about management’s honesty and integrity. Furthermore,
professional skepticism requires an ongoing questioning of
whether the information and evidence obtained suggests that a
material misstatement due to fraud has occurred.
Discussion Among Engagement Personnel Regarding the Risks
of Material Misstatement Due to Fraud
Members of the audit team should discuss the potential for mate-
rial misstatement due to fraud in accordance with the require-
ments of SAS No. 99 (AU sec. 316.14-.18). The discussion
among the audit team members about the susceptibility of the
entity’s financial statements to material misstatement due to
fraud should include a consideration of the known external and
internal factors affecting the entity that might (1) create incen-
tives/pressures for management and others to commit fraud, (2)
provide the opportunity for fraud to be perpetrated, and (3) indi-
cate a culture or environment that enables management to ratio-
nalize committing fraud. Communication among the audit team
members about the risks of material misstatement due to fraud
should continue throughout the audit. 
Obtaining the Information Needed to Identify the Risks of
Material Misstatement Due to Fraud 
SAS No. 22 (AU sec. 311.06-.08), provides guidance about how
the auditor obtains knowledge about the entity’s business and the
industry in which it operates. In performing that work, informa-
tion may come to the auditor’s attention that should be consid-
ered in identifying risks of material misstatement due to fraud. As
part of this work, the auditor should perform the following pro-
cedures to obtain information that is used (as described in SAS
No. 99 [AU sec. 316.35-.42) to identify the risks of material mis-
statement due to fraud:
1. Make inquiries of management and others within the 
entity to obtain their views about the risks of fraud and
how they are addressed. (See SAS No. 99 [AU sec. 316.
20-.27].)
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2. Consider any unusual or unexpected relationships that
have been identified in performing analytical procedures in
planning the audit. (See SAS No. 99 [AU sec. 316.28-
.30].)
3. Consider whether one or more fraud risk factors exist. (See
SAS No. 99 [AU sec. 316.31-.33], and the Appendix to
SAS No. 99.)
4. Consider other information that may be helpful in the
identification of risks of material misstatement due 
to fraud. (See SAS No. 99 [AU sec. 316.34].) 
In planning the audit, the auditor also should perform analytical
procedures relating to revenue with the objective of identifying
unusual or unexpected relationships involving revenue accounts
that may indicate a material misstatement due to fraudulent 
financial reporting.
Considering Fraud Risk Factors. As previously indicated, the audi-
tor may identify events or conditions that indicate incentives/pres-
sures to perpetrate fraud, opportunities to carry out the fraud, or
attitudes/rationalizations to justify a fraudulent action. Such events
or conditions are referred to as “fraud risk factors.” Fraud risk 
factors do not necessarily indicate the existence of fraud; however,
they often are present in circumstances where fraud exists. 
SAS No. 99 provides fraud risk factor examples that have been
written to apply to most enterprises. Remember, fraud risk 
factors are only one of several sources of information an auditor
considers when identifying and assessing risk of material 
misstatement due to fraud. Some examples of fraud risk factors
specific to dealerships can be found in the Appendix to this Audit
Risk Alert. 
Identifying Risks That May Result in a Material 
Misstatement Due to Fraud
In identifying risks of material misstatement due to fraud, it is
helpful for the auditor to consider the information that has been
gathered in accordance with the requirements of SAS No. 99 (AU
14
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sec. 316.19-.34). The auditor’s identification of fraud risks may
be influenced by characteristics such as the size, complexity, and
ownership attributes of the entity. In addition, the auditor should
evaluate whether identified risks of material misstatement due to
fraud can be related to specific financial statement account bal-
ances or classes of transactions and related assertions, or whether
they relate more pervasively to the financial statements as a
whole. Certain accounts, classes of transactions, and assertions
that have high inherent risk because they involve a high degree of
management judgment and subjectivity also may present risks of
material misstatement due to fraud because they are susceptible
to manipulation by management. For dealerships, such accounts
may include finance and insurance reserves. 
A Presumption That Improper Revenue Recognition 
Is a Fraud Risk
Material misstatements due to fraudulent financial reporting
often result from an overstatement of revenues (for example,
through premature revenue recognition or recording fictitious
revenues) or an understatement of revenues (for example,
through improperly shifting revenues to a later period). There-
fore, the auditor should ordinarily presume that there is a risk of
material misstatement due to fraud relating to revenue recogni-
tion. (See SAS No. 99 [AU sec. 316.41].) 
A Consideration of the Risk of Management 
Override of Controls
Even if specific risks of material misstatement due to fraud are
not identified by the auditor, there is a possibility that manage-
ment override of controls could occur, and accordingly, the audi-
tor should address that risk (see SAS No. 99 [AU sec. 316.57])
apart from any conclusions regarding the existence of more
specifically identifiable risks. Specifically, the procedures de-
scribed in SAS No. 99 (AU sec. 316.58-.67) should be performed
to further address the risk of management override of controls.
These procedures include (1) examining journal entries and other
adjustments for evidence of possible material misstatement due
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to fraud, (2) reviewing accounting estimates for biases that could
result in material misstatement due to fraud, and (3) evaluating
the business rationale for significant unusual transactions.
Key Estimates 
Key estimates for dealerships may affect the following accounts
and transactions:
• Sales of receivables with recourse
• Finance and insurance reserves
• Litigation 
Assessing the Identified Risks After Taking Into Account 
an Evaluation of the Entity’s Programs and Controls That
Address the Risks
Auditors should comply with the requirements of SAS No. 99
(AU sec. 316.43-.45) concerning an entity’s programs and 
controls that address identified risks of material misstatement due
to fraud. Dealerships must comply with the banking controls 
requiring filing of Form 8300 for cash received in excess of
$10,000. In addition, dealerships must comply with various state
and federal consumer laws.
The auditor should consider whether such programs and controls
mitigate the identified risks of material misstatement due to
fraud. After the auditor has evaluated whether the entity’s 
programs and controls have been suitably designed and placed in
operation, the auditor should assess these risks taking into 
account that evaluation. This assessment should be considered
when developing the auditor’s response to the identified risks of
material misstatement due to fraud.
Responding to the Results of the Assessment
SAS No. 99 (AU sec. 316.46.-67) provides requirements and
guidance about an auditor’s response to the results of the assess-
ment of the risks of material misstatement due to fraud. The 
auditor responds to risks of material misstatement due to fraud in
the following three ways: 
16
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1. A response that has an overall effect on how the audit is
conducted—that is, a response involving more general
considerations apart from the specific procedures other-
wise planned (see SAS No. 99 [AU sec. 316.50]).
2. A response to identified risks involving the nature, timing,
and extent of the auditing procedures to be performed (see
SAS No. 99 [AU sec. 316.51-.56]). 
3. A response involving the performance of certain proce-
dures to further address the risk of management override of
controls, given the unpredictable ways in which such over-
ride could occur (see SAS No. 99 [AU sec. 316.57-.67]). 
Auditors should be alert to the personalities of the dealership’s
general managers. Domineering personalities can influence or
intimidate accounting managers. 
Evaluating Audit Evidence
SAS No. 99 (AU sec. 316.68-.78) provides requirements and
guidance for evaluating audit evidence. The auditor should evalu-
ate whether analytical procedures that were performed as sub-
stantive tests or in the overall review stage of the audit indicate a
previously unrecognized risk of material misstatement due to
fraud. The auditor also should consider whether responses to in-
quiries throughout the audit about analytical relationships have
been vague or implausible, or have produced evidence that is 
inconsistent with other evidential matter accumulated during 
the audit. 
At or near the completion of fieldwork, the auditor should evalu-
ate whether the accumulated results of auditing procedures and
other observations affect the assessment of the risks of material
misstatement due to fraud made earlier in the audit. As part of
this evaluation, the auditor with final responsibility for the audit
should ascertain that there has been appropriate communication
with the other audit team members throughout the audit regard-
ing information or conditions indicative of risks of material mis-
statement due to fraud.
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Responding to Misstatements That May 
Be the Result of Fraud
When audit test results identify misstatements in the financial
statements, the auditor should consider whether such misstate-
ments may be indicative of fraud. See SAS No. 99 (AU sec.
316.75-.78) for requirements and guidance about an auditor’s 
response to misstatements that may be the result of fraud. If the
auditor believes that misstatements are or may be the result of
fraud, but the effect of the misstatements is not material to the 
financial statements, the auditor nevertheless should evaluate the
implications, especially those dealing with the organizational 
position of the person(s) involved.
If the auditor believes that the misstatement is or may be the 
result of fraud, and either has determined that the effect could be
material to the financial statements or has been unable to evaluate
whether the effect is material, the auditor should:
1. Attempt to obtain additional evidential matter to deter-
mine whether material fraud has occurred or is likely to
have occurred, and, if so, its effect on the financial 
statements and the auditor’s report thereon.12
2. Consider the implications for other aspects of the audit
(see SAS No. 99 [AU sec. 316.76]).
3. Discuss the matter and the approach for further investiga-
tion with an appropriate level of management that is at
least one level above those involved, and with senior 
management and the audit committee.13
4. If appropriate, suggest that the client consult with 
legal counsel.
18
12. See Statement on Auditing Standards (SAS) No. 58, Reports on Audited 
Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 508), as amended,
for guidance on auditors’ reports issued in connection with audits of 
financial statements.
13. If the auditor believes senior management may be involved, discussion of the matter
directly with the audit committee may be appropriate.
ARA_AUTO.qxd  11/18/2003  11:26 AM  Page 18
19
The auditor’s consideration of the risks of material misstatement
and the results of audit tests may indicate such a significant risk
of material misstatement due to fraud that the auditor should
consider withdrawing from the engagement and communicating
the reasons for withdrawal to the audit committee or others with
equivalent authority and responsibility. The auditor may wish 
to consult with legal counsel when considering withdrawal from
an engagement.
Communicating About Possible Fraud to Management, the
Audit Committee, and Others
Whenever the auditor has determined that there is evidence that
fraud may exist, that matter should be brought to the attention of
an appropriate level of management. See SAS No. 99 (AU sec.
316.79-.82) for further requirements and guidance about com-
munications with management, the audit committee, and others.
Documenting the Auditor’s Consideration of Fraud
SAS No. 99 (AU sec. 316.83) requires certain items and events to
be documented by the auditor. Auditors should comply with
those requirements.
Help Desk—The AICPA Practice Aid Fraud Detection in a
GAAS Audit: SAS No. 99 Implementation Guide (product no.
006613kk) provides a wealth of information and help on com-
plying with the provisions of SAS No. 99. Moreover, this Prac-
tice Aid provides an understanding of the differences between
the requirements of SAS No. 99 and SAS No. 82, which was
superseded by SAS No. 99. This Practice Aid is an Other Au-
diting Publication as defined in SAS No. 95, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1, AU
sec. 150). Other Auditing Publications have no authoritative
status; however, they may help the auditor understand and
apply SASs.
Employee Fraud
Many dealers experience fraud at some time or another and much
of this fraud is perpetrated by dealership employees. Some exam-
ples of dealership frauds include:
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• Embezzlement by controller and other employees 
• Unexplained shrinkage in parts and accessories
• Collusion (generally involving trade-ins and auction 
purchases when a salesperson, in exchange for payment,
appraises a trade-in at a higher value or purchases a vehicle
at auction at a higher value)
With proper controls in place, many of these frauds can be 
deterred. The following management controls may mitigate the
risk of such frauds occurring. 
• Owners review checks issued, including a timely review of
bank statements.
• Check signing is limited to the dealer, general manager,
and controller, and requires two signatures.
• Vehicle tags and keys are kept in a secured area.
• Strict records are maintained to track inventory.
• Locations are visited or certain tests are performed on 
a surprise or unannounced basis for example, surprise 
vehicle inventory counts in the middle of the month.
• Employees are required to take vacation time at least once
a year.
• There is a clear segregation of duties.
• Managers review write-offs; not just sign them.
Consolidation of Variable Interest Entities 
With the issuance of Financial Accounting Standards Board
(FASB) Interpretation No. 46, Consolidation of Variable Interest
Entities, some dealerships may need to re-look at how they are or-
ganized. Related entities may now have to be consolidated if they
meet the definition of a variable interest entity. Auditors should
be alert to how related entities are organized, for example, insur-
ance or real estate subsidiaries. 
20
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FASB Interpretation No. 46 is an interpretation of Accounting
Research Bulletin (ARB) No. 51, Consolidated Financial 
Statements. The Interpretation addresses consolidation by 
business enterprises of variable interest entities, which have one
or both of the following characteristics:
1. The equity investment at risk is not sufficient to permit
the entity to finance its activities without additional subor-
dinated financial support from other parties, which is pro-
vided through other interests that will absorb some or all of
the expected losses of the entity.
2. The equity investors lack one or more of the following es-
sential characteristics of a controlling financial interest:
a. The direct or indirect ability to make decisions 
about the entity’s activities through voting rights or
similar rights
b. The obligation to absorb the expected losses of the en-
tity if they occur, which makes it possible for the entity
to finance its activities
c. The right to receive the expected residual returns of the
entity if they occur, which is the compensation for the
risk of absorbing the expected losses.
The FASB believes that if a business enterprise has a controlling
financial interest in a variable interest entity, the assets, liabilities,
and results of the activities of the variable interest entity should
be included in consolidated financial statements with those of the
business enterprise. 
This Interpretation clarifies the application of ARB No. 51 to
certain entities in which equity investors do not have the 
characteristics of a controlling financial interest or do not have
sufficient equity at risk for the entity to finance its activities with-
out additional subordinated financial support from other parties. 
FASB Interpretation No. 46 defines what a variable interest 
entity is, describes when and how such an entity should be 
consolidated, and includes required disclosures. See the general
ARA_AUTO.qxd  11/18/2003  11:26 AM  Page 21
Audit Risk Alert —2003/04 for a more detailed discussion of this 
Interpretation. Also visit the FASB Web site at www.fasb.org for a 
listing of Interpretation No. 46 related FASB staff announcements. 
Maintenance Contracts
Many new vehicle purchasers also buy extended service contracts.
These contracts might be underwritten by the manufacturer, an
unrelated insurance company, or the dealership itself. When the
contract is underwritten by the manufacturer or an unrelated in-
surer, the dealership has no ongoing responsibility for the con-
tract. It recognizes the amount it charges the customer less the
amount it remits to the underwriting party as income, less con-
tract cancellations, at the time of the contract. Repair services
provided under such a contract are billed to the underwriting
party at rates that vary based on the contract. Generally, contracts
sold by the manufacturer call for the dealership to be paid the
same rates used for factory warranty work. Third parties are gen-
erally charged full retail rates but occasionally the contracts limit
the rates charged. When the dealer underwrites the contract itself
the accounting is specified by FASB Technical Bulletin 90-1, 
Accounting for Separately Priced Extended Warranty and Product
Maintenance Contracts. The Technical Bulletin indicates that the
revenue from such a contract should be deferred and recognized
on a straight-line basis over the life of the contract, unless the
costs of performing the services are expected to be incurred on
some other basis. Any costs directly attributable to acquiring the
contract (such as a commission or other direct acquisition costs)
should also be deferred and should be charged to income using
the same method used for the revenue. If the dealership expects
the costs of providing services (and any unamortized costs) under
a group of contracts to exceed the unearned revenue, a loss should
be recognized. The loss is to be recognized by charging an 
expense account. Any unamortized costs should be credited and,
if the loss exceeds the unamortized costs, a liability should be 
established for the excess. 
22
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FASB Emerging Issues Task Force (EITF) Issue No. 00-21, 
Revenue Arrangements with Multiple Deliverables 
FASB EITF Issue No. 00-21 addresses certain aspects of the 
accounting by a vendor for arrangements under which it will 
perform multiple revenue-generating activities. Specifically, it 
addresses how to determine whether an arrangement involving
multiple deliverables contains more than one unit of accounting.
It also considers how arrangement consideration should be 
measured and allocated to the separate units of accounting in 
the arrangement. In certain situations the dealership may be 
considered a vendor.14 Appendix 00-21B of this Issue contains 
the following example on automobiles sold with lifetime 
maintenance services: 
Example 4—Automobiles Sold with Lifetime Maintenance Services
Company A is an established auto dealer. Company A’s service
center provides all scheduled maintenance services (including
oil changes) at no additional charge (other than for parts) for
any customer who purchases an automobile from Company A
for the period that the customer owns the automobile. The
customer may also choose to have the maintenance services
performed by others without affecting the vehicle warranty,
but most customers utilize Company A’s maintenance services
unless they move to a distant location. Neither Company A
nor any other dealer sells the automobile without the lifetime
maintenance services. However, Company A sells maintenance
services separately to customers who did not purchase their 
vehicles from Company A. The automobiles are sold subject to
a limited warranty and there are no refund rights in the
arrangement. Customers are obligated to Company A for all
arrangement consideration upon taking delivery of the 
automobile. Since lifetime maintenance services are not sold
14. The following situations are excluded from the scope of this Emerging Issues Task Force
(EITF) Issue: Arrangements that include vendor offers to a customer for either (1) free or
discounted products or services that will be delivered (either by the vendor or by another
unrelated entity) at a future date if the customer completes a specified cumulative level of
revenue transactions with the vendor or remains a customer of the vendor for a specified
time period or (2) a rebate or refund of a determinable cash amount if the customer com-
pletes a specified cumulative level of revenue transactions with the vendor or remains a
customer of the vendor for a specified time period. Additionally, arrangements involving
the sale of award credits by broad-based loyalty program operators.
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separately by Company A, they are not within the scope of
Technical Bulletin 90-1.
Evaluation: The first condition for separation is met for the
automobile because, even though the automobile is not sold
separately by any vendor, it is considered to have standalone
value because the customer could resell the automobile on a
standalone basis. The second condition for separation also is
met. There is sufficient evidence of the fair value of the main-
tenance services on a separate component basis (as evidenced
by the amount charged on a standalone basis by Company A
for maintenance services and data available from which to esti-
mate the volume and types of maintenance services provided
during a typical customer’s ownership of the vehicle). 
Finally, there are no refund rights (general or otherwise) in the
arrangement. Therefore, the automobile and the maintenance
services should be considered separate units of accounting in
the arrangement.
Consideration in the arrangement should be allocated using
the residual method. The fair value of the maintenance services
should be determined as described in the above paragraph. The
remaining arrangement consideration should be allocated 
to the automobile. Additionally, none of the amount allocable
to the automobile is contingent upon providing the 
maintenance services. 
In an arrangement with multiple deliverables the principles 
identified and application guidance provided in EITF Issue 
No. 00-21 should be followed. The principles applicable to this
Issue include:
• Revenue arrangements with multiple deliverables should
be divided into separate units of accounting if the deliver-
ables in the arrangement meet certain criteria.
• Arrangement consideration should be allocated among the
separate units of accounting based on their relative fair val-
ues (or as otherwise provided in this EITF Issue). The
amount allocated to the delivered item(s) is limited as 
discussed in paragraph 14 of EITF Issue No. 00-21.
24
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• Applicable revenue recognition criteria should be considered
separately for separate units of accounting. 
The principles listed above and the application guidance in para-
graphs 8 through 17 of this EITF Issue should be used to deter-
mine (a) how the arrangement consideration should be
measured, (b) whether the arrangement should be divided into
separate units of accounting, and (c) how the arrangement con-
sideration should be allocated among the separate units of ac-
counting. Also, this EITF Issue contains disclosure requirements.  
Dealer Incentives 
Dealerships continue to offer special incentives to customers,
such as free oil changes for a certain period of time. Auditors
should inquire if their clients have offered any such incentives.
The EITF has been discussing issues relating to certain sales in-
centives. Auditors should be aware and understand what pro-
grams the dealership has and what consideration is being received
from the vendor (such as cash or free parts) to determine which
EITF may apply. The following EITF Issues related to the ac-
counting for sales incentives should be considered:
• EITF Issue No. 00-21, Revenue Arrangements with Multiple
Deliverables (Originally discussed at the July 19-20, 2000,
meeting; see the discussion in “Maintenance Contracts”
section of this Audit Risk Alert) 
• EITF Issue No. 01-9, Accounting for Consideration Given
by a Vendor to a Customer (Including a Reseller of the 
Vendor’s Products)15 (Originally discussed and consensuses
reached November 14-15, 2001)
15. The purpose of EITF Issue No. 01-9 is to codify and reconcile EITF Issue No. 00-14,
Accounting for Certain Sales Incentives (paragraphs 10, 16, 22-25, 27 and 28), Issue 3 of
EITF Issue No. 00-22, Accounting for “Points” and Certain Other Time-Based or 
Volume-Based Sales Incentive Offers, and Offers for Free Products or Services to Be Delivered
in the Future (paragraphs 30-33), and EITF Issue No. 00-25, Vendor Income Statement
Characterization of Consideration Paid to a Reseller of the Vendor’s Products (paragraphs 
9-14 and 16-21). These EITF Issues address the accounting for consideration given by
a vendor to a customer (including both a reseller of the vendor’s products and an entity
that purchases the vendor’s products from a reseller.) 
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• EITF Issue No. 02-16, Accounting by a Customer (Including
a Reseller) for Certain Consideration Received from a Vendor
(Originally discussed September 11-12, 2002; consensuses
reached November 21, 2002) (See the “Accounting by a
Customer (Including a Reseller) for Certain Consideration
Received from a Vendor” section of this Audit Risk Alert
for a summary of this EITF issue and the “Advertising
Costs” section of this Audit Risk Alert for a summary of
this EITF Issue as it relates to cooperative advertising.
Keep in mind that this EITF issue also covers other types
of consideration such as interest credits and other rebates. )
• EITF Issue No. 03-10, Application of EITF Issue No. 
02-16, Accounting by a Customer (Including a Reseller)
for Certain Consideration Received from a Vendor, by 
Resellers to Sales Incentives Offered to Consumers by Manu-
facturers (Originally discussed July 31, 2003, with further
discussions planned.)
Web Site Development Costs
The Internet has changed the way dealerships operate. Almost all
dealerships use the Internet for business-to-business purposes
such as processing warranty claims; ordering, trading, or locating
vehicles or parts online; and for access to dealer data, dealer-fac-
tory communications, and competitive sales data; as well as for
business-to-consumer purposes, such as allowing customers to
view inventory, see manufacturer’s suggested retail prices, com-
plete financing forms, and even schedule service appointments.
Dealers may face certain exposures when conducting business via
the Internet. Such exposures include unauthorized access to or
theft of data, computer viruses, and unauthorized transactions.
The use of the Internet by dealers raises numerous accounting
and auditing issues that should be considered by auditors. 
Dealership Web sites can be costly depending upon the “bells and
whistles” included in the site and if an Internet service provider
(ISP) is used. EITF Issue No. 00-2, Accounting for Web Site 
Development Costs, provides guidance on accounting for costs 
26
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incurred in developing Internet Web sites. Much of the guidance
contained in this Issue is taken from the following standards:
• SOP 98-1, Accounting for the Costs of Computer Software
Developed or Obtained for Internal Use
• FASB Statement of Financial Accounting Standards No.
86, Accounting for the Costs of Computer Software to Be Sold,
Leased, or Otherwise Marketed
• SOP 93-7, Reporting on Advertising Costs
Keep in mind that this EITF does not cover the costs of develop-
ing content on Web sites as this is a topic the FASB may address
in the future. 
EITF Issue No. 00-2 breaks the costs incurred into the following
five categories:
• Planning stage. All costs incurred in the planning stage
should be expensed as incurred. Exhibit 00-2A of this Issue
describes in detail the planning stage activities. 
• Web site application and infrastructure development stage.
This stage involves acquiring or developing hardware and
software to operate the Web site. The cost of hardware was
considered outside the scope of this Issue. All costs relating
to software used to operate the Web site should be ac-
counted for under SOP 98-1 unless a plan exists or is being
developed to market the software externally, in which case
the costs relating to the software should be accounted for
pursuant to FASB Statement No. 86.  If the dealership
Web site is using an ISP then related fees generally would
be expensed over the period of benefit. 
• Developing graphics. Graphics involved in the overall design
of the Web page that affect the “look and feel” of the Web
page and generally remain consistent regardless of changes
made to the content are considered a component of soft-
ware, and the costs of developing initial graphics should be
accounted for pursuant to SOP 98-1 for internal-use 
software and pursuant to FASB Statement No. 86 for 
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software marketed externally. Modifications to graphics
after a Web site is launched should be evaluated to deter-
mine whether the modifications represent maintenance or
enhancements of the Web site. See costs incurred in the
operating stage for accounting for such modifications.
• Developing content. Content refers to information included
on the Web site, such as articles, photos, or charts (exclud-
ing graphics noted above). Content may be in separate
data bases that are integrated into or assessed from the Web
page with software, or may be coded directly into the Web
page. Because the issues involved in accounting for Web
site content apply to other forms of content or information
that are not unique to Web sites, the EITF will address
such accounting in a separate issue.
• Operating stage. Costs incurred in the operating stage 
include training, administration, maintenance, and other
costs to operate an existing Web site. Such costs should be
expensed as incurred; however, costs incurred in the 
operation stage that involve providing additional functions
or features to the Web site should be accounted for as, in
effect, new software. That is, costs of upgrades and 
enhancements that add functionality should be expensed
or capitalized based on the general model of SOP 98-1
(which requires certain costs relating to upgrades and 
enhancements to be capitalized if it is probable that they
will result in added functionality) or, for software that is
marketed, FASB Statement No. 86 (which applies its soft-
ware capitalization model to “product enhancements,”
which include improvements that extend the life or signif-
icantly improve the marketability of a product). The EITF
observed that the determination of whether a change to a
Web site software results in (a) an upgrade or enhance-
ments, if internal-use software, or (b) a product enhance-
ment, if externally marketed software, is a matter of
judgment based on the specific facts and circumstances.
The EITF also observed that SOP 98-1 indicates that 
entities that cannot separate internal costs on a reasonable
28
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cost-effective basis between maintenance and relatively
minor upgrades and enhancements must expense such
costs as incurred. 
Exhibit 00-2A of EITF Issue No. 00-2 lists specific Web site op-
erating costs and how they should be accounted for. For example,
costs incurred to register a dealership’s Web site with Internet
search engines are considered advertising costs and should be ex-
pensed pursuant to SOP 93-7. Exhibit 00-2A also lists other costs
that should be expensed pursuant to SOP 98-1. 
Advertising Costs
Advertising costs in the dealership industry rose almost 14 per-
cent in 2002.16 As advertising expenses increase, auditors may
need to become more familiar with certain accounting guidance
related to advertising costs. Dealerships incur various types of 
advertising costs. EITF Issue No. 02-16, Accounting by a 
Customer (Including a Reseller) for Certain Consideration Received
from a Vendor, includes guidance on “cooperative advertising ”
The Issue defines cooperative advertising as when a vendor (in
this case, the manufacturer) agrees to reimburse a customer (in
this case, the dealership) for a portion of the advertising costs 
incurred by the customer. Cooperative advertising programs 
generally provide that a vendor will participate in the cost of a
customer’s advertising. The amount reimbursed to the customer
typically is limited to a specified percentage of that customer’s
purchases from the vendor. The program may or may not require
the customer to provide documentation of the actual costs 
incurred to advertise the vendor’s products. 
According to EITF Issue No. 02-16, cash consideration received
for cooperative advertising, to the extent that it represents a reim-
bursement of specific, incremental, identifiable costs incurred by
the customer to sell vendor’s products, should be characterized as
a reduction of those costs when recognized in the customer’s in-
come statement, provided that the cash consideration received
does not exceed such costs incurred. If the amount of cash con-
16. AutoExec magazine, NADA Data 2003, p. 37.
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sideration paid by a vendor exceeds the costs being reimbursed,
that excess amount should be characterized as a reduction of cost
of sales when recognized in retailer’s income statement. 
To determine whether or not this Issue applies, auditors should
understand what kind of advertising the dealership is doing and
whether the advertising costs are reimbursed. 
Accounting by a Customer (Including a Reseller) for Certain
Consideration Received from a Vendor
EITF Issue No. 02-16, Accounting by a Customer (Including a 
Reseller) for Certain Consideration Received from a Vendor, applies
to other types of consideration in addition to cooperative 
advertising, such as interest credits and other rebates. The 
following is a summary of the entire EITF Issue No. 02-16. 
EITF Issue No. 01-9, Accounting for Consideration Given by a
Vendor to a Customer (Including a Reseller of the Vendor’s Products),
addressed the accounting by a vendor for consideration given to a
customer, including both a reseller of the vendor’s products 
and an entity that purchases the vendor’s products from a 
reseller. That Issue provided accounting guidance on how a 
vendor should characterize consideration given to a customer and
when to recognize and how to measure that consideration in its
income statement. 
Questions have arisen regarding how a reseller of a vendor’s 
products should account for cash consideration (as that term is
defined in EITF Issue No. 01-9) received from a vendor. 
• Issue 1: The circumstances under which cash consideration
received from a vendor by a reseller should be considered
(a) an adjustment of the prices of the vendor’s products or
services and, therefore, characterized as a reduction of cost
of sales when recognized in the reseller’s income statement,
(b) an adjustment to a cost incurred by the reseller and,
therefore, characterized as a reduction of that cost when
recognized in the reseller’s income statement, or (c) a 
payment for assets or services delivered to the vendor and,
30
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therefore, characterized as revenue when recognized in the
reseller’s income statement. 
• Issue 2: If a vendor offers a customer a rebate or refund of
a specified amount of cash consideration that is payable
only if the customer completes a specified cumulative level
of purchases or remains a customer for a specified time pe-
riod, when the customer should recognize the rebate and
how the customer should measure the amount of the offer.
The EITF reached the following consensuses: 
• Cash consideration received by a customer from a vendor
is presumed to be a reduction of the prices of the vendor’s
products or services and should, therefore, be characterized
as a reduction of cost of sales when recognized in the cus-
tomer’s income statement. However, that presumption is
overcome when the consideration is either (a) a payment
for assets or services delivered to the vendor, in which case
the cash consideration should be characterized as revenue
(or other income, as appropriate) when recognized in the
customer’s income statement, or (b) a reimbursement of
costs incurred by the customer to sell the vendor’s prod-
ucts, in which case the cash consideration should be char-
acterized as a reduction of that cost when recognized in the
customer’s income statement.
• Cash consideration represents a payment for assets or ser-
vices delivered to the vendor and should be characterized
as revenue (or other income, as appropriate) when recog-
nized in the customer’s income statement if the vendor re-
ceives, or will receive, an identifiable benefit (goods or
services) in exchange for the consideration. In order to
meet that condition the identified benefit must be suffi-
ciently separable from the customer’s purchase of the ven-
dor’s products such that the customer would have entered
into an exchange transaction with a party other than the
vendor in order to provide that benefit, and the customer
can reasonably estimate the fair value of the benefit 
provided. If the amount of cash consideration paid by the
vendor exceeds the estimated fair value of the benefit 
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received, that excess amount should be characterized as a 
reduction of cost of sales when recognized in the customer’s
income statement.
• Cash consideration represents a reimbursement of costs in-
curred by the customer to sell the vendor’s products and
should be characterized as a reduction of that cost when
recognized in the customer’s income statement if the cash
consideration represents a reimbursement of a specific, 
incremental, identifiable cost incurred by the customer in
selling the vendor’s products or services. If the amount of
cash consideration paid by the vendor exceeds the 
cost being reimbursed, that excess amount should be 
characterized in the customer’s income statement as a 
reduction of cost of sales when recognized in the 
customer’s income statement.
• A rebate or refund of a specified amount of cash considera-
tion that is payable pursuant to a binding arrangement only
if the customer completes a specified cumulative level of pur-
chases or remains a customer for a specified time period
should be recognized as a reduction of the cost of sales based
on a systematic and rational allocation of the cash considera-
tion offered to each of the underlying transactions that results
in progress by the customer toward earning the rebate or 
refund provided the amounts are probable and reasonably 
estimable. If the rebate or refund is not probable and reason-
ably estimable, it should be recognized as the milestones 
are achieved.17
32
17. The EITF observed that the ability to make a reasonable estimate of the amount of future
cash rebates or refunds depends on many factors and circumstances that will vary from
case to case. However, the EITF reached a consensus that the following factors may im-
pair a customer’s ability to determine whether the rebate or refund is probable and rea-
sonably estimable: 
• The rebate or refund relates to purchases that will occur over a relatively long period.
• There is an absence of historical experience with similar products or the inability to
apply such experience because of changing circumstances.
• Significant adjustments to expected cash rebates or refunds have been necessary in
the past.
• The product is susceptible to significant external factors (for example, techno-
logical obsolescence or changes in demand).
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• Changes in the estimated amount of cash rebates or re-
funds and retroactive changes by a vendor to a previous
offer (an increase or a decrease in the rebate amount that is
applied retroactively) are changes in estimate that should
be recognized using a cumulative catch-up adjustment.
That is, the customer would adjust the cumulative balance
of its rebate recognized to the revised cumulative estimate
immediately. The EITF observed that entities should con-
sider whether any portion of the cumulative-effect adjust-
ment affects, for example, inventory, in which case only a
portion of that adjustment would be reflected in the in-
come statement.
The consensus on Issue 1 should be applied to new arrange-
ments, including modifications of existing arrangements, entered
into after December 31, 2002. If determinable, pro forma disclo-
sure of the impact of the consensus on prior periods presented is
encouraged. Early application of the consensus is permitted as of
the beginning of periods for which financial statements have not
been issued. The consensus on Issue 2 is effective for arrange-
ments entered into after November 21, 2002.
Help Desk—Be alert to EITF Issue No. 03-10, Application of
EITF Issue No. 02-16, Accounting by a Customer (Including a
Reseller) for Certain Consideration Received from a 
Vendor, by Resellers to Sales Incentives Offered to Consumers 
by Manufacturers. 
The Use of Swaps 
Dealerships continue to use derivatives to manage their financing
costs by mitigating their exposure to interest rate risk. Some deal-
erships use swaps as a means of managing their financing costs.
What are swaps and how do they work? 
A swap is defined as a forward-based contract in which two 
parties agree to swap streams of payments over a specified 
period of time. In effect, they exchange the investment 
performance of one underlying instrument for the investment
performance of another instrument without exchanging the 
instruments themselves. 
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There are different types of swaps, such as interest rate swaps and
exchange rate swaps. An interest rate swap is when two parties
agree to exchange interest payments on a set principal amount for
a specified period of time. For example, when an entity pays in-
terest under the swap at a variable rate and receives interest under
the swap at a fixed rate, the entity actually pays or receives only
the net amount under the swap. The most common form of in-
terest rate swap entails the exchange of streams of fixed rate and
variable rate interest payments. Other examples are basis swaps
where both rates are variable but are tied to different index rates
and fixed-rate currency swaps, whereby two counterparties ex-
change fixed-rate interest in one currency for fixed-rate interest in
another currency. 
Interest rate swaps are often used because they allow borrowers 
to borrow in a readily accessible market yet obtain the type of
debt they need via the swap. Swaps are also used to hedge existing
debt obligations. 
If the dealership you are auditing is financing with swaps you
should become familiar with what a swap is and how to audit
such financial instruments. 
Help Desk—The AICPA Audit and Accounting Guide Audit-
ing Derivative Instruments, Hedging Activities, and Investments
in Securities (product no. 012520kk) is helpful in explaining
what swaps are and how to audit them. 
Keep in mind that FASB Statement No. 133, Accounting for 
Derivative Instruments and Hedging Activities, as amended, 
applies when accounting for swaps. When auditing swaps, SAS
No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional Standards, vol. 1,
AU sec. 332), should be followed. 
Some potential misstatements relating to swaps include:
• Failure to identify the swap
• Failure to properly document the hedge and the expecta-
tion of hedge effectiveness
34
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• Hedge not remaining highly effective on an ongoing 
basis, so that hedge accounting does not continue to be 
appropriate
• Assessment of hedge effectiveness inconsistent with the
risk management strategy documented for the particular
hedging relationship
• Dealership not assessing hedge effectiveness for similar
hedging strategies in a similar manner, and not document-
ing such differences
• Incorrectly determining the fair value of the swap and the
bonds
• Incorrectly computing and recording interest and accrued
interest on the bonds
• Inadequate financial statement presentation and disclosure
Some inherent risks related to swaps include:
• The transaction requires no initial cash outlay, and there-
fore detection of the derivative may be difficult. 
• Management may not have a valuation model capable of
valuing the interest rate swap and relies on the broker-
dealer who arranged the transaction for the valuation of
the swap.
• Credit risk related to the swap is moderate and is primarily
related to the risk of nonperformance by the counterparty.
Loans versus Leasing—Finance and Insurance Income 
Leasing 
Retail leasing has dropped significantly since 1999. Leasing 
constitutes 19 percent of retail sales, down from a high of 30 
percent in 1999.18 Low interest rates and incentives have helped
dealers to offer competitive monthly loan payments instead. In
18. AutoExec magazine, August 2003, p. 32. 
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addition, automakers have stopped lease subvention19 and 
residuals have dropped to more accurately reflect the value of the
cars coming off lease. Residuals are now at a 15-year low. The 
average lease terms have increased, some exceeding 36 months, as
customers continue to look for lower monthly payments. The 
decrease in leasing and the longer lease terms will shrink the
group of off-lease customers needing a new car and will also affect
supply further down the road. Certified used cars may be in 
jeopardy as fewer high-quality cars will come back, decreasing the
availability of late-model, low-mileage certifiable vehicles. 
Dealers will have to get more of their used cars from trade-ins 
instead of at auction. 
In most cases when dealers lease a vehicle it is treated as a typical
sales transaction because the dealership does not maintain the
lease but transfers it to a manufacturer’s financing subsidiary. The
dealership records a sale to the financing institution and the 
financing institution obtains a vehicle subject to a lease and the
responsibility to account for the lease transaction. 
Dealerships may, however, retain vehicle leases rather than 
transferring them. Dealerships may lease new vehicles under ei-
ther a sales-type lease or an operating lease. When a long-term
lease meets the criteria established by FASB Statement No. 13,
Accounting for Leases, the leasing transaction is treated as a sale. 
Auditors may wish to select a sample of the new leases and review
the lease agreement. Auditors may also wish to understand all rel-
evant terms of the lease agreement and carefully evaluate them to
ensure that management has properly accounted for the transac-
tion, including the calculation of receivables and interest income.
Further, auditors may consider confirming the principal balance
with the lessee. 
Many leases establish a mileage charge in addition to the mini-
mum lease payments. These are considered contingent payments
under FASB Statement No. 13 and are not considered in the
minimum lease payments. Accordingly, they do not enter into
36
19. Lease subvention is a practice of setting high residual values in order to lower
monthly payments. This is typically done to increase sales. 
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the calculation of the sales price of a sales-type lease. Instead, they
are recognized when they are determined to be receivable. FASB
Statement No. 13 requires that the total contingent rentals in-
cluded in income be disclosed in the financial statements. (See
EITF Issue No. 98-9, Accounting for Contingent Rent, for guid-
ance on how lessors and lessees should account for contingent
rental income that is based on future specified targets.)
Dealerships may also enter into operating leases. Some of these
are long-term leases that do not meet the criteria established in
FASB Statement No. 13 for sales-type leases. Others are short-
term rentals done for the benefit of customers whose vehicles
need repair.20 In these cases rental revenue is recognized as it is
earned. Many floor plan arrangements allow the dealer to pay off
a portion of the debt (for example, 2 percent) every month for
these vehicles. 
For operating leases, auditors should consider whether manage-
ment has complied with the provisions and disclosures required
by FASB Statement No. 13.
Loans
The average new car loan term has jumped to nearly 60 months.
With longer loans, negative equity becomes an issue. Also, new-
car incentives have hurt used-car prices and therefore trade-in val-
ues. When consumers look to purchase a new vehicle, their
negative equity may get rolled into new loans. 
When the dealership provides the customer with financing and
the note is sold to a financial institution, that institution gener-
ally pays the dealership a fee. If a customer prepays or defaults on
the note, the financial institution may charge back a portion of
the fee to the dealership. 
In determining when a dealership should recognize financing in-
come, auditors should assess management’s consideration of
FASB Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities.
20. The same accounting is usually used for loaners except that there is no rental revenue.
Many dealerships include loaners under inventory in their financial statements.
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Interpretation No. 1, “The Use of Legal Interpretations As 
Evidential Matter to Support Management’s Assertion That a
Transfer of Financial Assets Has Met the Isolation Criterion in
Paragraph 9(a) of Financial Accounting Standards Board 
Statement No. 140,” of SAS No. 73, Using the Work of a 
Specialist (AICPA, Professional Standards, vol. 1, AU sec.
9336.01-.21), provides guidance regarding the use of a legal 
specialist’s findings as audit evidence to support management’s 
assertion that a transfer of financial assets meets the legal isolation
criterion of paragraph 9(a) of FASB Statement No. 140. The 
Interpretation addresses when the use of a legal specialist’s work
may be appropriate; factors that should be considered in assessing
the adequacy of the legal response; and the use, as audit evidence,
of legal responses that are restricted to the client’s use. The Inter-
pretation includes the form of letter that adequately communi-
cates permission for the auditor to use the legal specialist’s
opinion for the purpose of evaluating management’s assertion as
well as sample language that does not adequately communicate
such permission.
Environmental Issues 
Auto dealerships face issues such as storing and disposing of gas,
oil, and batteries. In addition, many dealerships have under-
ground storage tanks that are being removed, either voluntarily
by the dealership or because of leakage. SOP 96-1, Environmental
Remediation Liabilities, provides accounting guidance for the
recognition, measurement, display, and disclosure of environ-
mental remediation liabilities. SOP 96-1 requires that environ-
mental remediation liabilities be accrued when the criteria in
FASB Statement No. 5, Accounting for Contingencies, are met.
SOP 96-1 includes benchmarks to aid in the determination of
when environmental remediation liabilities should be recognized
in accordance with FASB Statement No. 5. SOP 96-1 also re-
quires that the accrual for environmental remediation liabilities
include the incremental direct costs of the remediation effort and
the costs of compensation and benefits for employees who are 
38
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expected to devote a significant amount of time directly to the re-
mediation effort. The measurement of the liability should:
• Include the entity’s allocable share of the liability for a spe-
cific site, and the entity’s share of amounts that will not be
paid by other PRPs or the government.
• Be based on enacted laws and existing regulations and poli-
cies, and on the remediation technology that is expected to
be approved to complete the remediation effort. 
• Be based on the entity’s estimates of what it will cost to
perform all elements of the remediation effort when they
are expected to be performed. The measurement may be
discounted to reflect the time value of money if the aggre-
gate amount of the liability or component of the liability
and the amount and timing of the cash payments for the li-
ability or component are fixed or reliably determinable.
SOP 96-1 also provides guidance on the display of environmen-
tal remediation liabilities in financial statements and on the dis-
closures about environmental-cost-related accounting principles,
environmental loss contingencies, and other loss contingency
considerations. In addition to the accounting guidance, SOP 96-
1 also contains a nonauthoritative section describing major fed-
eral legislation dealing with pollution control (responsibility)
laws and environmental remediation (cleanup) laws and the need
to consider various state and non-U.S. government requirements. 
The Environmental Issues Task Force of the Auditing Standards
Board (ASB) has drafted auditing guidance on planning, per-
forming, and reporting on an audit of financial statements as it
relates to auditing environmental remediation liabilities. The
guidance is included in Appendix C, “Auditing Environmental
Remediation Liabilities,” of SOP 96-1. 
Superfund Liability
There is currently a service-station exemption from the 
superfund liability. This exemption lets businesses “off the hook”
if a recycling facility has a policy of accepting used oil from do-it-
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yourselfers and later becomes a superfund site. The NADA is cur-
rently trying to pursuade the Environmental Protection Agency
to extend this exemption to dealers. Be alert for further details at
the NADA Web site at www.nada.org. 
ISO 14001 Certifications
The ISO standards are developed by the International Organiza-
tion for Standardization (ISO). ISO 14001 was first issued in
1996 and specifies the actual requirements for an environmental
management system. It applies to those environmental aspects
which the organization has control over and over which it can be
expected to have influence. ISO 14001 has reached the automo-
bile industry in various ways. General Motors now requires it
suppliers to implement an environmental management system.
Some dealerships are also seeking the ISO 14001 certification for
managing environmental waste and pollution. Ford Motor Com-
pany is encouraging dealers to become ISO certified. To become
ISO certified, typically consultants must be hired and an audit of
the procedures in place must be performed. Visit the ISO 14000
Web site at www.iso14000.com. 
Regulatory Issues 
Certain environmental and Occupational Safety and Health Ad-
ministration (OSHA) regulations, as well as particular Internal
Revenue Code (IRC) sections, are of particular importance to the
dealership industry. State and local regulations generally fall into
four categories: (1) environmental, (2) taxation, (3) vehicle regis-
tration, and (4) business practices. 
New Laws and Regulations 
Federal Trade Commission’s Safeguards Rule 
Effective May 2003, the Federal Trade Commission’s (FTC) Safe-
guards Rule requires dealers to develop, implement, and maintain
a comprehensive information security program that is written in
one or more readily assessable parts and contains administrative,
technical, and physical safeguards that are appropriate to their
40
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size and complexity, the nature and scope of their activities, and
the sensitivity of any customer information at issue. Therefore
any personally identifiable information that a dealer has on an in-
dividual, for example in connection with financing a vehicle, un-
less that information is otherwise available, should be kept secure. 
Current Legislation
Voluntary Arbitration Bill 
The use of binding arbitration is now voluntary for franchise
agreements entered into after November 2, 2002. Manufacturers
therefore can no longer require the use of mandatory binding ar-
bitration to resolve any disputes that arise from franchise agree-
ments. This provision was included in the Conference Report for
the Department of Justice Reauthorization bill signed into law on
November 2, 2002. 
Vicarious Liability
Vehicle leasing is being threatened by an old law called vicarious
liability. Eight states have such laws that date back many years.
These laws were put into place to target reckless livery drivers
who could not compensate victims of accidents. Because some
lease underwriters will hold the title of the vehicle until the end
of the lease, they are left open to lawsuits from accidents they
have no part in. A recent $28 million verdict against a lease un-
derwriter has many backing off conventional leasing until some-
thing is done. 
Tax Issues
Help Desk—For information on tax laws and regulations specific
to the automotive industry, visit the IRS Web site at
www.irs.gov/businesses/small/industries/ and click on automotive.




Revenue Procedure 2002-17 describes the safe harbor method of
accounting for vehicle parts inventory that allows automobile
dealers to approximate the cost of their parts. The revenue proce-
dure includes procedures for dealers to receive automatic consent
to change to the replacement cost method. 
Prior to this revenue ruling, the U.S. Tax Court ruled that the use of
replacement cost to value parts is contrary to last in, first out (LIFO)
regulations, and the IRS added the entire parts LIFO reserve back
into the dealer’s income. The Tax Court ruled that parts should be
valued at actual cost rather than replacement cost.21
This revenue procedure finally puts to rest the issue of using re-
placement cost. 
Keep in mind, however, that valuing parts and accessories inven-
tories at replacement cost, while now allowable for tax purposes,
is a departure from generally accepted accounting principles
(GAAP). Auditors of dealerships should consider the effect of this
misstatement on the financial statements and on their report.
SAS No. 58, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 508.35-.60), as amended,
describes the circumstances that may require a qualified or ad-
verse opinion when the financial statements contain a departure
from GAAP. A qualified opinion is expressed when the auditor
believes, on the basis of his or her audit, that the financial state-
ments contain a departure from GAAP, the effect of which is ma-
terial, and he or she has concluded not to express an adverse
opinion. An auditor should express an adverse opinion when, in
the auditor’s judgment, the financial statements taken as a whole
are not presented fairly in conformity with GAAP.
21. Mountain State Ford Truck Sales, Inc. vs. Comm. (docket no. 16350-95) can be ob-
tained from the Tax Court Web site, www.ustaxcourt.gov. 
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The Use of Demonstrators 
Demonstrator inventory includes the value of new vehicles
placed in demonstrator service. Generally these autos are taken
out of the new inventory accounts. Any labor and material costs
for dealer-installed equipment and accessories are added to the
inventory value; the cost of any such equipment or accessories re-
moved from the vehicle is subtracted from inventory. Many deal-
erships limit the number of miles that demonstrators may be
driven. Demonstrators are generally not written down for wear
and tear or depreciation because, even after use, their market val-
ues generally exceed inventory cost. If cost exceeds value, how-
ever, a write-down may be necessary. When a demonstrator is
sold, it is transferred back to new vehicle inventory because the
sale is reported as a new vehicle sale. 
Revenue Procedure 2001-56
Revenue Procedure 2001-56 is a result of the Large and Mid-Size
Business (LMSB) Division of the IRS Industry Issue Resolution
Pilot Program. It provides guidance on the proper tax treatment
of demonstrator automobiles provided to automobile dealership
employees. In particular, it provides optional simplified methods
for determining the value of the use of demonstration automo-
biles provided to employees by automobile dealerships. The op-
tional methods include:
• The simplified method for the full exclusion of qualified
automobile demonstration use (simplified out/in method)
• The partial exclusion of demonstration automobile use by
full-time salespeople
• Inclusion of the value of demonstration automobile use
when no exclusion applies
• Application of general rule when methods in Revenue Pro-
cedure are not used
For a complete copy of this Revenue Procedure, visit the Web site
www.irs.gov/pub/irs-drop/rp-01-56.pdf. 
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New Auditing and Attestation Pronouncements and 
Other Guidance
Presented below is a list of auditing and attestation pronounce-
ments, and other guidance issued this year. The AICPA general
Audit Risk Alert —2003/04 (product no. 022334kk) contains a
summary explanation of all these issuances. The Public Company
Accounting Oversight Board (PCAOB) sets auditing standards of
public companies. See the PCAOB Web site at www.pcaobus.org
for information about PCAOB activities and any standards is-
sued by the PCAOB. 
Help Desk—For information on auditing and attestation
standards issued subsequent to the writing of this Alert, please
refer to AICPA Online at www.aicpa.org/members/div/
auditstd/technic.htm and to the PCAOB Web site. You may
also look for announcements of newly issued standards in the
CPA Letter, the Journal of Accountancy, and the quarterly elec-
tronic newsletter, In Our Opinion, issued by the AICPA Audit-
ing Standards Team and available at www.aicpa.org.
SAS No. 101 Auditing Fair Value Measurements and Disclosures
Issued in January 2003. This SAS is effective for audits
of financial statements for periods beginning on or 
after June 15, 2003. Earlier application is permitted.
SOP 03-2 Attest Engagements on Greenhouse Gas Emissions 
Information Issued September 2003. This SOP 
is effective for reports on attest engagements on 
greenhouse gas (GHG) emissions information 
issued on or after December 15, 2003, with early 
implementation permitted.
Audit Interpretation Interpretation No. 16, “Effect on Auditor’s Report  
of SAS No. 58, of Omission of Schedule of Investments by
Reports on Investment Partnerships That Are Exempt From
Audited Financial Securities and Exchange Commission Registration 
Statements Under the Investment Company Act of 1940”
(AICPA, Professional Standards, vol. 1, AU sec.
9508). Published in the June 2003 Journal 
of Accountancy.
44
ARA_AUTO.qxd  11/18/2003  11:26 AM  Page 44
45
Audit Interpretation Amendment of Interpretation No. 2, , “The Effect
of SAS No. 31, of an Inability to Obtain Evidential Matter Relating
Evidential Matter to Income Tax Accruals” (AICPA, Professional 
Standards, vol. 1, AU sec. 9326). Published in the
June 2003 Journal of Accountancy
Attestation Interpretation No. 5, “Attest Engagements on
Interpretation of Financial Information Included in XBRL Instance
Statement on Standards Documents” (AICPA, Professional Standards, vol. 1, 
for Attestation AT sec. 9101). Published in the November 2003
Engagements (SSAE) Journal of Accountancy.
No. 10, Attestation 
Standards: Revision 
and Recodification
Practice Alert No. 2003-1 Audit Confirmations
Practice Alert No. 2003-2 Journal Entries and Other Adjustments
Toolkit Auditing Fair Value Measurements and Disclosures: 
Allocations of the Purchase Price Under FASB 
Statement of Financial Accounting Standards No. 
141, Business Combinations, and Tests of Impairment
Under FASB Statements No. 142, Goodwill and
Other Intangible Assets, and No. 144, Accounting
for the Impairment or Disposal of Long-Lived Assets
PCAOB Rule 3100 This Rule generally requires all registered public  
accounting firms to adhere to the PCAOB’s auditing
and related professional practice standards in 
connection with the preparation or issuance of any
audit report for an issuer and in their auditing and 
related attestation practices.
PCAOB Rule 3200T This Rule requires that in connection with the 
preparation or issuance of any audit report, a 
registered public accounting firm, and its associated
persons, shall comply with generally accepted auditing
standards (GAAS), as described in SAS No. 95, as in
existence on April 16, 2003.
(continued)
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PCAOB Rule 3300T This rule requires that in connection with an 
engagement (1) described in the Auditing Standards
Board’s (ASB’s) SSAE No. 10 and (2) related to 
the preparation or issuance of audit reports for 
issuers, a registered public accounting firm, and its 
associated persons, shall comply with the SSAEs, and
related interpretations and SOPs, as in existence on 
April 16, 2003.
PCAOB Rule 3400T A registered public accounting firm, and its 
associated persons, shall comply with quality 
control standards, as described in (1) the ASB’s 
Statements on Quality Control Standards, as 
in existence on April 16, 2003; and (2) the 
AICPA SEC Practice Section’s Requirements 
of Membership (d), (f ) (first sentence), (l), (m),
(n)(1), and (o), as in existence on April 16, 2003.
To obtain copies of AICPA standards, contact the Member 
Satisfaction Center at (888) 777-7077 or go online at
www.cpa2biz.com
New Accounting Pronouncements and Other Guidance
Presented below is a list of accounting pronouncements, 
and other guidance issued this year. The AICPA general Audit
Risk Alert —2003/04 (product no. 022334kk) contains a 
summary explanation of all these issuances. 
Help Desk—For information on accounting standards issued
subsequent to the writing of this Alert, please refer to the
AICPA Web site at www.aicpa.org, and the FASB Web site at
www.fasb.org. You may also look for announcements of newly
issued standards in the CPA Letter and Journal of Accountancy.
FASB Statement No. 149 Amendment of Statement 133 on Derivative
Investments and Hedging Activities Issued
April 2003, this statement is effective for
contracts entered into or modified after June
30, 2003, with certain exceptions, and for
hedging relationships designated 
46
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FASB Statement No. 150 Accounting for Certain Financial Instruments
with Characteristics of both Liabilities and 
Equity Issued May 2003, this statement is 
effective for financial instruments entered
into or modified after May 31, 2003, and
otherwise is effective at the beginning of the
first interim period beginning after June 15,
2003, with certain exceptions.
FASB Interpretation No. 45 Guarantor’s Accounting and Disclosure 
Requirements for Guarantees, Including 
Indirect Guarantees of Indebtedness of 
Others Issued November 2002.
FASB Interpretation No. 46 Consolidation of Variable Interest Entities 
Issued January 2003.
SOP 03-1 Accounting and Reporting by Insurance 
Enterprises for Certain Nontraditional 
Long-Duration Contracts and for Separate 
Accounts Issued July 2003, this SOP is 
effective for financial statements for fiscal
years beginning after December 15, 2003,
with earlier adoption encouraged. The SOP
may not be applied retroactively to prior
years’ financial statements, and initial 
application should be as of the beginning 
of an entity’s fiscal year. 
On the Horizon 
Auditors should keep abreast of auditing and accounting devel-
opments and upcoming guidance that may affect their engage-
ments. Auditors of public companies should keep abreast of
standards and rules issued by the PCAOB. 
The AICPA general Audit Risk Alert—2003/04 (product no.
022334kk) summarizes some of the more significant ongoing
projects and exposure drafts outstanding. Remember that expo-
sure drafts are nonauthoritative and cannot be used as a basis for
changing GAAP or GAAS. 
The following table lists the various standard-setting bodies’
Web sites where information may be obtained on outstanding
47
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exposure drafts, including downloading a copy of the exposure
draft. These Web sites contain much more in-depth information
about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist beyond those
discussed here. Readers should refer to information provided by
the various standard-setting bodies for further information.







Standards Board (FASB) 
Standard-Setting Body Web Site 






Help Desk—The AICPA’s standard-setting committees pub-
lish exposure drafts of proposed professional standards exclu-
sively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be
added to the notification list for all AICPA exposure drafts,
send your e-mail address to memsat@aicpa.org. Indicate “ex-
posure draft e-mail list” in the subject header field to help
process your submission more efficiently. Include your full
name, mailing address and, if available, your membership and
subscriber number in the message.
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Auditing Pipeline
Note that this discussion of auditing standards does not apply to audits
of public companies
Substantial Changes to Audit Process Proposed
In December 2002, the AICPA’s ASB issued an exposure draft
proposing seven new SASs relating to the auditor’s risk 
assessment process. The ASB believes that the requirements and
guidance provided in the proposed SASs, if adopted, would result
in a substantial change in audit practice and in more effective 
audits. The primary objective of the proposed SASs is to 
enhance auditors’ application of the audit risk model in practice
by requiring:
• More in-depth understanding of the entity and its environment,
including its internal control, to identify the risks of material
misstatement in the financial statements and what the entity is
doing to mitigate them.
• More rigorous assessment of the risks of material misstatement
of the financial statements based on that understanding.
• Improved linkage between the assessed risks and the nature,
timing, and extent of audit procedures performed in response to
those risks.
The exposure draft consists of the following proposed SASs:
• Amendment to Statement on Auditing Standards No. 95, Gener-
ally Accepted Auditing Standards
• Audit Evidence
• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing the
Risks of Material Misstatement
• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
49
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• Amendment to Statement on Auditing Standards No. 39, Audit
Sampling
The proposed SASs establish standards and provide guidance
concerning the auditor’s assessment of the risks of material mis-
statement in a financial statement audit, and the design and per-
formance of audit procedures whose nature, timing, and extent
are responsive to the assessed risks. Additionally, the proposed
SASs establish standards and provide guidance on planning and
supervision, the nature of audit evidence, and evaluating whether
the audit evidence obtained affords a reasonable basis for an opin-
ion regarding the financial statements under audit. 
The proposed SASs would be effective for audits of financial
statements for periods beginning on or after December 15, 2004,
to allow time for auditors to revise their methodologies and train
their personnel to plan the initial application of these standards
to their audits. 
Accounting Pipeline
Exposure Draft on Loans and Certain Debt Securities
Acquired in a Transfer (formerly known as Purchased Loans
and Securities)
AcSEC is issuing an exposure draft of a proposed SOP titled 
Accounting for Loans and Certain Debt Securities Acquired in a
Transfer.22 This proposed SOP considers whether Practice Bul-
letin (PB) No. 6, Amortization of Discounts on Certain Acquired
Loans, continues to be relevant given a number of FASB pro-
nouncements issued subsequent to PB No. 6. The proposed SOP
excludes originated loans from its scope. Readers should be alert
to any final pronouncement. 
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22. The Financial Accounting Standards Board cleared this proposed Statement of 
Position for issuance by the AICPA Accounting Standards Executive Committee,
pending certain changes, at its October 10, 2003 board meeting. 
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Accounting for Certain Costs and Activities Related to
Property, Plant, and Equipment 
Proposed AICPA SOP Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment, and proposed FASB
Statement Accounting in Interim and Annual Financial Statements
for Certain Costs and Activities Related to Property, Plant, and
Equipment—an amendment of APB Opinions No. 20 and 28 and
FASB Statements No. 51 and 67 and a rescission of FASB Statement
No. 73 were issued simultaneously for public comment. 
Principally, the proposed FASB Statement would amend FASB
Statement No. 67, Accounting for Costs and Initial Rental 
Operations of Real Estate Projects, to exclude from its scope the 
accounting for acquisition, development, and construction costs
of real estate developed and used by an entity for subsequent
rental activities. The accounting for those costs would be subject
to the guidance in the proposed SOP. It also would amend 
Accounting Principles Board (APB) Opinion No. 28, Interim 
Financial Reporting, to require that those costs that the proposed
SOP would require be expensed as incurred on an annual basis
also be expensed as incurred in interim periods.
The proposed SOP addresses accounting and disclosure issues re-
lated to determining which costs related to property, plant, and
equipment should be capitalized as improvements and which
should be charged to expense. The proposed SOP also addresses
capitalization of indirect and overhead costs and component ac-
counting for property, plant, and equipment. Final Statements
are expected to be issued in 2003.
Resource Central
Dealership related educational courses, Web sites, publications, and
other resources available to CPAs
On the Bookshelf
The following are some of the AICPA publications that deliver
valuable guidance and practical assistance as potent tools to be
used on your engagements. 
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• Audit Guide Auditing Derivative Instruments, Hedging Ac-
tivities, and Investments in Securities (product no.
012520kk)
• Audit Guide Auditing Revenue in Certain Industries (prod-
uct no. 012510kk)
• Audit Guide Audit Sampling (product no. 012530kk)
• Audit Guide Analytical Procedures (product no. 012551kk)
• Accounting Trends & Techniques—2003 (product no.
009895kk)  
• Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk)
• Practice Aid Preparing and Reporting on Cash- and Tax-
Basis Financial Statements (product no. 006701kk)
• Practice Aid Fraud Detection in a GAAS Audit: SAS No. 99
Implementation Guide (product no. 006613kk)
AICPA’s reSOURCE Online Accounting and 
Auditing Literature
Get access—anytime, anywhere—to the AICPA’s latest Profes-
sional Standards, Technical Practice Aids, Audit and Accounting
Guides (all 23), Audit Risk Alerts (all 19), and Accounting Trends
& Techniques. To subscribe to this essential service, go to
CPA2biz.com.
reSOURCE CD-ROM
The AICPA is currently offering a CD-ROM product entitled 
reSOURCE: AICPA’s Accounting and Auditing Literature. This
CD-ROM enables subscription access in Windows format to
AICPA Professional Literature products, namely, Professional
Standards, Technical Practice Aids, and Audit and Accounting
Guides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
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dynamic product allows you to purchase the specific titles you
need and includes hypertext links to references within and 
between all products. 
Conferences
National Auto Dealership Conference 
Each fall the AICPA sponsors a National Auto Dealership Con-
ference that is specifically designed to update auditors and dealers
on significant accounting, auditing, legal, financial, and tax de-
velopments affecting the auto dealership industry. Information
on the conference may be obtained on the CPA2Biz Web site at
www.cpa2biz.com. 
Education Courses
The AICPA has developed a continuing professional education
(CPE) course, Dealerships: Accounting, Auditing & Tax (product
no. 731200kk), that is valuable to CPAs working in the automo-
bile dealership industry. 
Online CPE
AICPA InfoBytes, offered exclusively through CPA2Biz, is
AICPA’s flagship online learning product. Selected as one of 
Accounting Today’s top 100 products for 2003, AICPA InfoBytes
now offers a free trial subscription to the entire product for up to
30 days. AICPA members pay $149 ($369 nonmembers) for a
new subscription and $119 ($319 nonmembers) for the annual
renewal. Divided into one- to two-credit courses that are avail-
able 24/7, AICPA InfoBytes offers hundreds of hours of learning
in a wide variety of topics. To register or learn more, visit
www.cpa2biz.com.
CPE CD-ROM
The Practitioner’s Update (product no. 738110kk) CD-ROM
helps you keep on top of the latest standards. Issued twice a year,
this cutting-edge course focuses primarily on new pronounce-
ments that will become effective during the upcoming 
audit cycle.
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Member Satisfaction Center 
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions, call the
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser-
vices. Call (888) 777-7077.
Ethics Hotline 
Members of the AICPA’s Professional Ethics Team answer in-
quiries concerning independence and other behavioral issues re-
lated to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
Web Sites
AICPA Online and CPA2Biz
AICPA Online offers CPAs the unique opportunity to stay
abreast of matters relevant to the CPA profession. AICPA Online
informs you of developments in the accounting and auditing
world as well as developments in congressional and political af-
fairs affecting CPAs. In addition, CPA2Biz.com offers all the lat-
est AICPA products, including Audit Risk Alerts, Audit and
Accounting Guides, Professional Standards, and CPE courses. 
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services of-
fered by a number of organizations. Some of those organizations
are listed in the table at the end of this Alert.
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As you encounter audit and industry issues that you believe 
warrant discussion in next year’s Auto Dealership Industry 
Developments Alert, please feel free to share them with us. Any
other comments that you have about the Alert would also 
be greatly appreciated. You may e-mail these comments to 





Jersey City, NJ 07311-3881
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Information Sources
Organization General Information Fax Services Internet Addresses
American Order Department 24-hour Fax www.aicpa.org
Institute of (Member Satisfaction) Hotline
Certified Public Harborside Financial (201) 938-3787
Accountants Center 201 Plaza Three 
Jersey City, NJ 
07311-3881
(888) 777-7077
Financial Order Department www.fasb.org
Accounting P.O. Box 5116 
Standards Norwalk, CT
Board 06856-5116
(203) 847-0700, ext. 10
Public 1666 K Street, NW www.pcaobus.org




National 8400 Westpark Drive www.nada.org
Automobile McLean, VA 22102
Dealers (703) 821-7000
Association1
American 211 N. Union Street, (703) 519-7810 www.aiada.org
International Suite 300
Auto Dealers Alexandria, VA 22314
Association2 (703) 519-7800
1. The National Automobile Dealers Association (NADA) is a not-for-profit organization pro-
moting the interests of franchised new car and truck dealers in the United States. The NADA
publishes economic newsletters, a monthly magazine, used car valuation guides, and other
information on various aspects of dealerships.
2. The American International Auto Dealers Association (AIADA) is an organization promot-
ing the interests of foreign franchises. 
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APPENDIX
Fraud Risk Factors for Dealerships
The following section has been taken from the Appendix of
Statement on Auditing Standards No. 99, Consideration of Fraud
in a Financial Statement Audit (AICPA, Professional Standards,
vol. 1, AU sec. 316), with certain additional fraud risk factors
added specific to dealerships. 
Risk Factors Relating to Misstatements Arising From
Fraudulent Financial Reporting
Incentives/Pressures
Financial stability or profitability is threatened by economic, 
industry, or entity operating conditions, such as (or as 
indicated by):
• High degree of competition or market saturation, accom-
panied by declining margins 
• High vulnerability to rapid changes, such as changes in
technology, product obsolescence, or interest rates
• Significant declines in customer demand and increasing
business failures in either the industry or overall economy 
The vehicles produced by the manufacturer 
have been poorly received for the last few years. 
• Operating losses making the threat of bankruptcy, foreclo-
sure, or hostile takeover imminent
• Recurring negative cash flows from operations or an inabil-
ity to generate cash flows from operations while reporting
earnings and earnings growth
• Rapid growth or unusual profitability, especially compared
to that of other companies in the same industry
• New accounting, statutory, or regulatory requirements 
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Excessive pressure exists for management to meet the require-
ments or expectations of third parties due to the following:
• Profitability or trend level expectations of investment ana-
lysts, institutional investors, significant creditors, or other
external parties (particularly expectations that are unduly
aggressive or unrealistic), including expectations created by
management in, for example, overly optimistic press re-
leases or annual report messages
• Need to obtain additional debt or equity financing to stay
competitive—including financing of major research and
development or capital expenditures
• Marginal ability to meet exchange listing requirements or
debt repayment or other debt covenant requirements
• Perceived or real adverse effects of reporting poor financial
results on significant pending transactions, such as busi-
ness combinations or contract awards
Information available indicates that management or the board of
directors’ personal financial situation is threatened by the entity’s
financial performance arising from the following: 
• Significant financial interests in the entity 
• Significant portions of their compensation (for example,
bonuses, stock options, and earn-out arrangements) being
contingent upon achieving aggressive targets for stock
price, operating results, financial position, or cash flow1 
• Personal guarantees of debts of the entity 
There is excessive pressure on management or operating person-
nel to meet financial targets set up by the board of directors or
management, including sales or profitability incentive goals.
58
1. Management incentive plans may be contingent upon achieving targets relating only to
certain accounts or selected activities of the entity, even though the related accounts or
activities may not be material to the entity as a whole.
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Opportunities
The nature of the industry or the entity’s operations provides op-
portunities to engage in fraudulent financial reporting that can
arise from the following: 
• Significant related-party transactions not in the ordinary
course of business or with related entities not audited or
audited by another firm
• A strong financial presence or ability to dominate a certain
industry sector that allows the entity to dictate terms or
conditions to suppliers or customers that may result in in-
appropriate or non-arm’s-length transactions
• Assets, liabilities, revenues, or expenses based on signifi-
cant estimates that involve subjective judgments or uncer-
tainties that are difficult to corroborate
• Significant, unusual, or highly complex transactions, espe-
cially those close to period end that pose difficult “sub-
stance over form” questions
• Significant operations located or conducted across interna-
tional borders in jurisdictions where differing business en-
vironments and cultures exist
• Significant bank accounts or subsidiary or branch opera-
tions in tax-haven jurisdictions for which there appears to
be no clear business justification
There is ineffective monitoring of management as a result of 
the following: 
• Domination of management by a single person or small
group (in a nonowner-managed business) without com-
pensating controls
• Ineffective board of directors or audit committee oversight
over the financial reporting process and internal control
There is a complex or unstable organizational structure, as evi-
denced by the following:
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• Difficulty in determining the organization or individuals
that have controlling interest in the entity
• Overly complex organizational structure involving unusual
legal entities or managerial lines of authority
• High turnover of senior management, counsel, or board
members
Internal control components are deficient as a result of the following:
• Inadequate monitoring of controls, including automated
controls and controls over interim financial reporting
(where external reporting is required)
• High turnover rates or employment of ineffective account-
ing, internal audit, or information technology staff 
• Ineffective accounting and information systems, including
situations involving reportable conditions
Attitudes/Rationalizations
Risk factors reflective of attitudes/rationalizations by board mem-
bers, management, or employees, that allow them to engage in
and/or justify fraudulent financial reporting, may not be suscep-
tible to observation by the auditor. Nevertheless, the auditor who
becomes aware of the existence of such information should con-
sider it in identifying the risks of material misstatement arising
from fraudulent financial reporting. For example, auditors may
become aware of the following information that may indicate a
risk factor:
• Ineffective communication, implementation, support, or
enforcement of the entity’s values or ethical standards by
management or the communication of inappropriate val-
ues or ethical standards
• Nonfinancial management’s excessive participation in or
preoccupation with the selection of accounting principles
or the determination of significant estimates 
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• Known history of violations of securities laws or other laws
and regulations, or claims against the entity, its senior
management, or board members alleging fraud or viola-
tions of laws and regulations
• Excessive interest by management in maintaining or in-
creasing the entity’s stock price or earnings trend
• A practice by management of committing to analysts,
creditors, and other third parties to achieve aggressive or
unrealistic forecasts 
• Management failing to correct known reportable condi-
tions on a timely basis
• An interest by management in employing inappropriate
means to minimize reported earnings for tax-moti-
vated reasons
• Recurring attempts by management to justify marginal or
inappropriate accounting on the basis of materiality
• The relationship between management and the current 
or predecessor auditor is strained, as exhibited by 
the following: 
– Frequent disputes with the current or predecessor au-
ditor on accounting, auditing, or reporting matters
– Unreasonable demands on the auditor, such as unrea-
sonable time constraints regarding the completion of
the audit or the issuance of the auditor’s report
– Formal or informal restrictions on the auditor that in-
appropriately limit access to people or information or
the ability to communicate effectively with the board
of directors or audit committee
– Domineering management behavior in dealing with 
the auditor, especially involving attempts to influence
the scope of the auditor’s work or the selection or 
continuance of personnel assigned to or consulted on
the audit engagement
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Risk Factors Relating to Misstatements Arising From
Misappropriation of Assets
Risk factors that relate to misstatements arising from misappro-
priation of assets are also classified according to the three condi-
tions generally present when fraud exists: incentives/pressures,
opportunities, and attitudes/rationalizations. Some of the risk
factors related to misstatements arising from fraudulent financial
reporting also may be present when misstatements arising from
misappropriation of assets occur. For example, ineffective moni-
toring of management and weaknesses in internal control may be
present when misstatements due to either fraudulent financial re-
porting or misappropriation of assets exist. The following are ex-
amples of risk factors related to misstatements arising from
misappropriation of assets. 
Incentives/Pressures
Personal financial obligations may create pressure on manage-
ment or employees with access to cash or other assets susceptible
to theft to misappropriate those assets.
Adverse relationships between the entity and employees with ac-
cess to cash or other assets susceptible to theft may motivate those
employees to misappropriate those assets. For example, adverse
relationships may be created by the following: 
• Known or anticipated future employee layoffs 
• Recent or anticipated changes to employee compensation
or benefit plans
• Promotions, compensation, or other rewards inconsistent
with expectations
Opportunities
Certain characteristics or circumstances may increase the suscep-
tibility of assets to misappropriation. For example, opportunities
to misappropriate assets increase when there are the following:
ARA_AUTO.qxd  11/18/2003  11:26 AM  Page 62
• Large amounts of cash on hand or processed
– Often customers will pay for vehicles or parts with
cash or other bearer instruments. 
• Inventory items that are small in size, of high value, or in
high demand
– Vehicles and parts have value in a secondary market.
• Easily convertible assets, such as bearer bonds, diamonds,
or computer chips
• Fixed assets that are small in size, marketable, or lacking
observable identification of ownership
Inadequate internal control over assets may increase the suscepti-
bility of misappropriation of those assets. For example, misappro-
priation of assets may occur because there is the following:
• Inadequate segregation of duties or independent checks
– Used vehicle inventory count performed by the used
vehicle manager
• Inadequate management oversight of employees responsi-
ble for assets, for example, inadequate supervision or mon-
itoring of remote locations
• Inadequate job applicant screening of employees with ac-
cess to assets 
• Inadequate recordkeeping with respect to assets 
• Inadequate system of authorization and approval of trans-
actions (for example, in purchasing)
• Inadequate physical safeguards over cash, investments, in-
ventory, or fixed assets
– Infrequent counting of used vehicle inventory
• Lack of complete and timely reconciliations of assets
• Lack of timely and appropriate documentation of transac-
tions, for example, credits for merchandise returns
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• Lack of mandatory vacations for employees performing
key control functions 
• Inadequate management understanding of information
technology, which enables information technology em-
ployees to perpetrate a misappropriation 
• Inadequate access controls over automated records, includ-
ing controls over and review of computer systems event logs
Attitudes/Rationalizations
Risk factors reflective of employee attitudes/rationalizations that
allow them to justify misappropriations of assets, are generally not
susceptible to observation by the auditor. Nevertheless, the auditor
who becomes aware of the existence of such information should
consider it in identifying the risks of material misstatement arising
from misappropriation of assets. For example, auditors may be-
come aware of the following attitudes or behavior of employees
who have access to assets susceptible to misappropriation:
• Disregard for the need for monitoring or reducing risks re-
lated to misappropriations of assets
• Disregard for internal control over misappropriation of as-
sets by overriding existing controls or by failing to correct
known internal control deficiencies
• Behavior indicating displeasure or dissatisfaction with the
company or its treatment of the employee
• Changes in behavior or lifestyle that may indicate assets
have been misappropriated 
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